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On December 22"d,2077, President Trump signed into law the Tax Cuts and Jobs Act, putting in
place permanent corporate tax cuts and temporary individual income tax cuts
disproportionately benefiting wealthier households. In total, the law will result in a nearly $1.5
trillion increase to the federal deficit over ten years, likely forcing deep federal budgetary cuts in
the near future.1.z Making matters worse, this act could also result in a loss ofstate revenue, as
Montana's tax code links to changes in the federal law.

Montana lawmakers can and should respond to federal actions to mitigate any loss ofrevenue to
the state. The federal tax bill also injects uncertainty on how taxpayers may respond to the
changes, which could also impact state tax decisions and revenue. Furthermore, Montana's
ongoing budgetary crisis and the fact that the federal Tax Cuts and lobs Act is heavily tilted
toward the wealthiest households are reasons for state policymakers to continue to look at tax
fairness measures that will ensure adequate revenue to maintain services for communities
across our state.

Overview of Federal Tax Law

In general, the federal tax plan puts in place permanent and deep cuts to corporate tax rates,
while providing only temporary and modest tax cuts to most individual taxpayers.

lndividual Montana taxpayers receive modest tax cuts at first, but tax hikes in later years.
The law temporarily lowers individual incomes tax rates, expands the child tax credit, increases
the standard deduction, and scales back several itemized deductions. The bill permanently
modifies how tax brackets are adjusted for inflation by using a less generous inflationary rate.
This change will result in most people paying more in taxes in later years. The federal savings
are used to partly pay for the permanent corporate tax cuts over time.

Factoring in all changes to individual income taxes, in 2025 (when most of the bill's provisions
would be in place), households with income over $1. million would see a tax cut of an average of
$25,000. While middle-income households will receive a modest tax cut initially, by 2027, when
many of the provisions expire, many middle-income families will be facing a tax increase. Those
at the top would still be receiving a tax cut. (see figure on page 2).
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Large and permanent tax cuts
for corporations.
The federal tax legislation cuts
the corporate tax rate from 35
percent to 21 percent starting
in 2018. The law also sets a
zero tax rate on futtre foreign
profi ts of multinational
corporations. While some
provisions are meant to raise
taxes, including the elimination
of some corporate deductions
and expanding what entities are
subiect to the tax, the overall
net impact significantly cuts
taxes for corporations.3

Guts the Affordable Care Act
resulting in increased health
insurance premiums for
m illio ns.
The law permanently repeals the ACA's requirement that people get health insurance or pay a
penalty. This action will result in 13 million fewer Americans having health insurance. As

healthier, younger individuals drop insurance, those with insurance in the marketplace will see

their premium costs go up, making coverage out of financial reach.a For a family of four
accessing coverage on the marketplace, premiums would increase by $2,100 annually.s

Federal tax changes will affect Montana tax laws and could negatively impact state
reven ue

In many instances, state tax laws piggyback on the federal tax code, so when federal tax laws
change, it can also result in changes to state tax laws. These provisions vary state by state, and
some changes could result in increased revenue while others could result in a loss ofrevenue
fsee appendix). Factoring in all changes made by the 2017 Tax Cuts and ]obs Act, the Montana
Department of Revenue estimates that Montana will see a net loss of state revenue in 2018 and
subsequent years (see table).6

Several provisions ofthe new federal law will significantly lower federal taxes on corporations,
and some ofthese changes will also impact state revenue. The largest tax cut on the federal level
comes from a reduction to the federal corporate tax rate, from a graduated income tax with a top
rate of 3 5 percent to a flat 2l percent rate.7 This rate change will not affect Montana's corporate
income tax rate.

The GOP tax plan costs S1.5 trillion.
Most of it goes to the wealthy.
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Estimated lmpacts of Federal H.R. 1 on State Revenue (in mlllions)

Sourc€i Montana Oepertmant of R€venu€

Congress included several measures to expand the number ofbusinesses that are subiect to
certain taxes, and these are important changes to both federal and state corporate tax poliry. For
example, the federal law eliminates the domestic production deduction, which was provided to
primarily large corporations for a range of activities, including manufacturing, filmmaking, and
publishing.s Montana is one ofseveral states that had not decoupled from this federal deduction,
so the elimination of the federal deduction will also result in the elimination of the state
deduction.e

However, several other corporate tax changes will result in significant loss in state revenue. The
biggest change is the expensing rules for corporations, allowing a business to deduct the total
cost of machinery and equipment in addition to certain types of real estate and computer
software in the year in which it is placed into service. This is known as "full expensing," rather
than deducting only a portion ofthe cost each year over the useful life ofthe purchase, called
"depreciation." The bill also expands similar expensing rules for smaller businesses.l0 In total,
these new expensing rules will cost the federal government over $110 billion in lost revenue
over the next decade.11 Montana law mirrors the federal expensing rules, so this will also result
in a loss in state corporate income tax revenue.lz

New federal deduction for pass-through entities injects uncertainty on state revenue.
One measure that has garnered significant attention on both a federal and state level is a new
deduction for taxpayers with income from pass-through entities, such as partnerships or limited
liability companies (LLCs). A taxpayer that is an owner in a pass-through entity and has income
from that pass-through will now receive a deduction on the owner's individual income tax. The
deduction is calculated looking at the pass-through income claimed by the owner.13 The new
federal law limits the deduction for higher-income pass-through owners by tying the deduction
to a percent ofwages paid by, or physical property owned by, the business.
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While Congress included some sidebars
on when this new deduction can be
taken, there are significant questions as
to whether these changes on a federal
level will change taxpayer behavior. For
example, some high-income workers
may be inclined to shift their status from
an "employee" to an "independent
contractor", organized as a pass-through
entity, to take advantage ofthe new
deduction. The extent to which this
change in behavior may occur is unclear,
but potential shifts toward greater pass-
through income could impact state
revenue collections.

While state officials have indicated the
federal deduction will not be applied on
the state level, state policymakers can
and should take action to ensure this is
clear in state law. While an initial
analysis by the Montana Department of
Revenue indicated that the new federal
deduction may also apply on the state
level, the Department's final analysis
(and consistent with an analysis of by
legislative services) has stated that Montana's state tax code does not require the state to
provide a similar deduction on the state level. However, the governor and legislators should
consider poliry changes to make it clear that this deduction is not allowed.

Furthermore, polirymakers should look at other changes to state tax policy to deal with taxpayer
behavioral changes that could increase the pass-through income and therefore decrease state
revenue. The Montana Department of Revenue often faces challenges in collecting income tax
that is tied to pass-through income due to the complexity of their ownership. In Montana,
381,000 resident and non-resident taxpayers reported ownership ofone or more ofthe 58,240
pass-through entities registered in Montana in 2014.la Because ownership of a pass-through
business can include individuals (both resident and non-resident), other pass-through
businesses, and corporations, the complexity oftheir structures can often present challenges in
tax administration and collection.ls

For partnership owners, more than three-fourths are non-resident individuals or out-of-state
business entities. Nearly all ofthe Montana income derived from partnerships comes from the
wealthiest four percent of partnerships (with incomes in excess of $5 million annually).16 Pass-

KEY TERMS BOX:

Taxable income: calculated by first taking a
taxpayer's income and subtracting allowable tax
deductions.

Tax credit: a tax benefit that directly reduces a
taxpayer's taxes owed.

Tax deduction: a tax benefit that reduces a
taxpayer's taxable income.

Pass-through entity: a type of business entity
that is not taxed at the business level, but
instead, the business income is passed through
to the owners and taxed on an individual level.
Pass-through entities include partnerships,
certain corporations with a smaller number of
shareholders (S-corporations), and limited
liability companies (LLCs).

Partnership: a type of business owned by two
or more partners, where profits and losses of
the business are divided among and passed
through to the partners.
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through entities within the financial sector make up one ofthe larger sectors (by income level),
with more than halfoftheir income fover $35 billion) derived from capital gains.17 Taxpayers
with ownership in these businesses benefit from the state capital gains tax credit, which taxes
capital gains income at a lower rate than income earned from wages. Thus, many of these
entities will now also benefit from an additional federal deduction on the same income. Montana
should discuss state policy changes to pare back the capital gains tax credit.

Montana must act to mitigate loss of revenue

At a minimum, Montana polirymakers should enact proactive state policy changes to hold the
state harmless from the direct negative impact ofthe federal tax bill. As reported by the Montana
Department of Revenue, Montana stands to lose over $12 million in state revenue in 2018 and
nearly $16 million in 2019.18 The legislature can take steps to limit the loss of revenue,
including:

o Modiffing expensing rules for corporations. Many states have already decoupled from
federal expensing rules. For example, ldaho requires a business to add back the federally-
allowed bonus depreciation in calculating the business' state taxable income. For
purposes of calculating taxable income for a corporation, Montana can and should require
corporations to add back the accelerated depreciation for state tax purposes.

o Maintaining (or even loweringJ the current income phase-out levels for itemized
deductions. Under prior federal and Montana law, itemized deductions are phased out at
higher income levels. Congress eliminated these phase-outs in the federal tax bill.
Montana could reinstate or consider lower phase-outs for purposes of itemizing
deductions on a state level.

. Clearly decoupling from the new federal deduction on pass-through income. While this
deduction is not allowable on the state level, polirymakers could think through state tax
changes to ensure this disallowance is clear in law

The state should pass tax fairness measures to ensure adequate revenue

In Montana, the wealthiest 1 percent oftaxpayers will receive federal tax cuts averaging in the
tens ofthousands ofdollars annually. Furthermore, as the bill increases the federal deficit by
nearly $1.5 trillion, Congress'second step is likely to cut investments made to states and local
governments for health services, infrastructure, and education. States that receive significant
federal revenue, like Montana, should find ways to offset these effects. Montana should consider
changes to recapture some of the tax windfalls by implementing state tax fairness reforms that
ensure adequate revenue, including:

. Restore a higher top tax bracket for very high incomes (e.g., incomes in excess of
$500,000, or the top 1 percent of households);
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. Scale back the state capital gains tax credit for higher income households (for example
those with incomes over $1 million per yearJ or limit the tax credit to sale of in-state
assets;

. Impose a tax on financial institutions with annual incomes in excess of $1 million;
o Build in a more robust phase-out rate for itemized deduction and cap itemized

deductions, impacting the wealthiest 5olo of households;
o Eliminate the corporate net operating loss carryback for non-farm losses (as the federal

tax bill eliminates it on a federal level);
o Eliminate the water's edge election that benefits large multinational corporations (or

alternatively, update the list of tax haven countries); and
o Adjust the state corporate minimum tax for inflation, which is currently set at $50, and

has not been updated since 1.965.
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Appendix

Federal Tax Change Potential Impact on State Taxable Income

Individual Income Tax

Overall reduction in federal taxes
paid

Montana provides a state deduction for federal taxes
paid, but that deduction is capped. A reduction in
federal tax paid will result in a slight reduction to the
total state deduction taken.

Eliminate phase-out for itemized
deductions

Montana Iinks its itemized deduction rules to the
federal Ievels, so some individuals will now be afforded
a sreater itemized deduction on the state level as well.

Capped federal deduction for state
and local taxes paid

Montana links its state deduction for property taxes to
the federal, so the new cap will impact a very small
percentage of taxpayers with property taxes in excess
of $10.000 annuallv.

Eliminate ACA individual mandate Montana imposes a tax on insurance companies for
individuals enrolled in the health insurance
marketplace. Fewer individuals enrolled in the
marketplace will reduce state insurance taxes paid, but
this may be offset slightly by individuals required to
Day hisher Dremiums on the marketplace.

Corporate lncome Tax

Expand business expensing rules by:
(1) allowing faster cost recovery
under expensing rules; and
(2) expanding the list ofproperty
elieible for the exDensins

Montana links to the federal business expensing rules,
so this will result in faster expensing (and thus lower
total taxable income) for state tax purposes as well.

Eliminate federal domestic
production deduction for
corDorations

Montana links to the federal domestic production
deduction, so this will result in a slight increase to
taxable income.

Modify limits on corporate interest
expense deduction

Montana links to the federal interest expensing rules,
so this will result in a slisht increase to taxable income.

Shift to "territorial" corporate income
tax system

Montana currently requires combined worldwide
reporting which does not change. However, Montana
has not updated its list oftax haven countries for
corporate taxpayers electing water's edge election, and
this could result in continued loss of reportable income
on profits housed offshore in certain tax haven
countries.
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